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3565(d)(5)(C) and paragraph (e)(2) of this sec-
tion. Accordingly, D may presume that sec-
tion 355(d) does not apply to the distribution
of C to P. This result would not change even
if the statistical sampling that involves less
than 50 percent of D’s outstanding shares in-
dicated that more than 50% of D’s shares
were acquired by purchase during the five-
year period.

Example 4. Non-publicly traded corporation.
D is owned by 20 shareholders and has a sin-
gle class of stock that is not reporting stock.
D knows that A owns 40 percent of the D
stock, and D does not know that any other
shareholder has owned as much as five per-
cent of the D stock at any time during the
five-year period. D may not rely on the pre-
sumption in paragraph (f)(3) of this section
because its stock is not reporting stock. D
may not rely on the presumption in para-
graph (f)(4) of this section with respect to A.
In addition, D may not rely on the presump-
tion in paragraph (f)(4) of this section for
any less-than-five-percent shareholder that,
at any time during the five-year period, is
related to A under section 355(d)(7)(A), acted
pursuant to a plan or arrangement with A
under section 355(d)(7)(B) and paragraph
(c)(4) of this section with respect to acquisi-
tions of D stock, or holds stock that is at-
tributed to A under section 355(d)(8)(A). D
may rely on the presumption in paragraph
(f)(4) of this section for less-than-five-per-
cent shareholders that during the five-year
period are not related to A, did not act pur-
suant to a plan or arrangement with A, and
do not hold stock attributed to A. Accord-
ingly, under paragraph (f)(1) of this section,
to determine whether section 355(d) applies,
D must determine: that A is its only share-
holder that is (or was at any time during the
five-year period) not a less-than-five-percent
shareholder; whether A acquired its directly
held D stock by purchase under section
3565(d)(5) and paragraphs (d) and (e)(2) and (3)
of this section during the five-year period;
whether A is treated as having purchased
any additional D stock wunder section
3565(d)(8) and paragraph (e)(1) of this section
during the five-year period; and whether A is
related to, or acquired its D stock pursuant
to a plan or arrangement with, one or more
of D’s other shareholders during the five-
year period under section 355(d)(7)(A) or (B)
and paragraph (c)(4) of this section, and if so,
whether those shareholders acquired their D
stock by purchase under section 355(d)(5) or
(8) and paragraphs (d) and (e) of this section
during the five-year period.

(g) Effective date. This section applies
to distributions occurring after Decem-
ber 20, 2000, except that they do not
apply to any distributions occurring
pursuant to a written agreement which
is (subject to customary conditions)
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binding on December 20, 2000, and at all
times thereafter.

[T.D. 8913, 656 FR 79723, Dec. 20, 2000; 66 FR
9034, Feb. 6, 2001]

§1.355-7 Recognition of gain on cer-
tain distributions of stock or securi-
ties in connection with an acquisi-
tion.

(a) In general. Except as provided in
section 355(e) and in this section, sec-
tion 355(e) applies to any distribution—

(1) To which section 355 (or so much
of section 356 as relates to section 355)
applies; and

(2) That is part of a plan (or series of
related transactions) (hereinafter,
plan) pursuant to which 1 or more per-
sons acquire directly or indirectly
stock representing a 50-percent or
greater interest in the distributing cor-
poration (Distributing) or any con-
trolled corporation (Controlled).

(b) Plan—(1) In general. Whether a
distribution and an acquisition are
part of a plan is determined based on
all the facts and circumstances. The
facts and circumstances to be consid-
ered in demonstrating whether a dis-
tribution and an acquisition are part of
a plan include, but are not limited to,
the facts and circumstances set forth
in paragraphs (b)(3) and (4) of this sec-
tion. In general, the weight to be given
each of the facts and circumstances de-
pends on the particular case. Whether a
distribution and an acquisition are
part of a plan does not depend on the
relative number of facts and cir-
cumstances set forth in paragraph
(b)(3) that evidence that a distribution
and an acquisition are part of a plan as
compared to the relative number of
facts and circumstances set forth in
paragraph (b)(4) that evidence that a
distribution and an acquisition are not
part of a plan.

(2) Certain post-distribution acquisi-
tions. In the case of an acquisition
(other than involving a public offering)
after a distribution, the distribution
and the acquisition can be part of a
plan only if there was an agreement,
understanding, arrangement, or sub-
stantial negotiations regarding the ac-
quisition or a similar acquisition at
some time during the two-year period
ending on the date of the distribution.
In the case of an acquisition (other
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than involving a public offering) after
a distribution, the existence of an
agreement, understanding, arrange-
ment, or substantial negotiations re-
garding the acquisition or a similar ac-
quisition at some time during the two-
year period ending on the date of the
distribution tends to show that the dis-
tribution and the acquisition are part
of a plan. See paragraph (b)(3)(i) of this
section. However, all facts and cir-
cumstances must be considered to de-
termine whether the distribution and
the acquisition are part of a plan. For
example, in the case of an acquisition
(other than involving a public offering)
after a distribution, if the distribution
was motivated in whole or substantial
part by a corporate business purpose
(within the meaning of §1.355-2(b))
other than a business purpose to facili-
tate the acquisition or a similar acqui-
sition of Distributing or Controlled
(see paragraph (b)(4)(v) of this section)
and would have occurred at approxi-
mately the same time and in similar
form regardless of whether the acquisi-
tion or a similar acquisition was ef-
fected (see paragraph (b)(4)(vi) of this
section), the taxpayer may be able to
establish that the distribution and the
acquisition are not part of a plan.

(3) Plan factors. Among the facts and
circumstances tending to show that a
distribution and an acquisition are
part of a plan are the following:

(i) In the case of an acquisition
(other than involving a public offering)
after a distribution, at some time dur-
ing the two-year period ending on the
date of the distribution, there was an
agreement, understanding, arrange-
ment, or substantial negotiations re-
garding the acquisition or a similar ac-
quisition. The weight to be accorded
this fact depends on the nature, extent,
and timing of the agreement, under-
standing, arrangement, or substantial
negotiations. The existence of an
agreement, understanding, or arrange-
ment at the time of the distribution is
given substantial weight.

(ii) In the case of an acquisition in-
volving a public offering after a dis-
tribution, at some time during the two-
year period ending on the date of the
distribution, there were discussions by
Distributing or Controlled with an in-
vestment banker regarding the acquisi-
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tion or a similar acquisition. The
weight to be accorded this fact depends
on the nature, extent, and timing of
the discussions.

(iii) In the case of an acquisition
(other than involving a public offering)
before a distribution, at some time dur-
ing the two-year period ending on the
date of the acquisition, there were dis-
cussions by Distributing or Controlled
with the acquirer regarding a distribu-
tion. The weight to be accorded this
fact depends on the nature, extent, and
timing of the discussions. In addition,
in the case of an acquisition (other
than involving a public offering) before
a distribution, the acquirer intends to
cause a distribution and, immediately
after the acquisition, can meaningfully
participate in the decision regarding
whether to make a distribution.

(iv) In the case of an acquisition in-
volving a public offering before a dis-
tribution, at some time during the two-
year period ending on the date of the
acquisition, there were discussions by
Distributing or Controlled with an in-
vestment banker regarding a distribu-
tion. The weight to be accorded this
fact depends on the nature, extent, and
timing of the discussions.

(v) In the case of an acquisition ei-
ther before or after a distribution, the
distribution was motivated by a busi-
ness purpose to facilitate the acquisi-
tion or a similar acquisition.

(4) Non-plan factors. Among the facts
and circumstances tending to show
that a distribution and an acquisition
are not part of a plan are the following:

(i) In the case of an acquisition in-
volving a public offering after a dis-
tribution, during the two-year period
ending on the date of the distribution,
there were no discussions by Distrib-
uting or Controlled with an investment
banker regarding the acquisition or a
similar acquisition.

(ii) In the case of an acquisition after
a distribution, there was an identifi-
able, unexpected change in market or
business conditions occurring after the
distribution that resulted in the acqui-
sition that was otherwise unexpected
at the time of the distribution.

(iii) In the case of an acquisition
(other than involving a public offering)
before a distribution, during the two-
year period ending on the date of the
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earlier to occur of the acquisition or
the first public announcement regard-
ing the distribution, there were no dis-
cussions by Distributing or Controlled
with the acquirer regarding a distribu-
tion. Paragraph (b)(4)(iii) of this sec-
tion does not apply to an acquisition
where the acquirer intends to cause a
distribution and, immediately after the
acquisition, can meaningfully partici-
pate in the decision regarding whether
to make a distribution.

(iv) In the case of an acquisition be-
fore a distribution, there was an identi-
fiable, unexpected change in market or
business conditions occurring after the
acquisition that resulted in a distribu-
tion that was otherwise unexpected.

(v) In the case of an acquisition ei-
ther before or after a distribution, the
distribution was motivated in whole or
substantial part by a corporate busi-
ness purpose (within the meaning of
§1.355-2(b)) other than a business pur-
pose to facilitate the acquisition or a
similar acquisition.

(vi) In the case of an acquisition ei-
ther before or after a distribution, the
distribution would have occurred at ap-
proximately the same time and in
similar form regardless of the acquisi-
tion or a similar acquisition.

(c) Operating rules. The operating
rules contained in this paragraph (c)
apply for all purposes of this section.

(1) Internal discussions and discussions
with outside advisors evidence of business
purpose. Discussions by Distributing or
Controlled with outside advisors and
internal discussions may be indicative
of one or more business purposes for
the distribution and the relative im-
portance of such purposes.

(2) Takeover defense. If Distributing
engages in discussions with a potential
acquirer regarding an acquisition of
Distributing or Controlled and distrib-
utes Controlled stock intending, in
whole or substantial part, to decrease
the likelihood of the acquisition of Dis-
tributing or Controlled by separating it
from another corporation that is likely
to be acquired, Distributing will be
treated as having a business purpose to
facilitate the acquisition of the cor-
poration that was likely to be ac-
quired.

(3) Effect of distribution on trading in
stock. The fact that the distribution
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made all or a part of the stock of Con-
trolled available for trading or made
Distributing’s or Controlled’s stock
trade more actively is not taken into
account in determining whether the
distribution and an acquisition of Dis-
tributing or Controlled stock were part
of a plan.

(4) Consequences of section 355(e) dis-
regarded for certain purposes. For pur-
poses of determining the intentions of
the relevant parties under this section,
the consequences of the application of
section 365(e), and the existence of any
contractual indemnity by Controlled
for tax resulting from the application
of section 355(e) caused by an acquisi-
tion of Controlled, are disregarded.

(5) Multiple acquisitions. All acquisi-
tions of stock of Distributing or Con-
trolled that are considered to be part of
a plan with a distribution pursuant to
paragraph (b) of this section will be ag-
gregated for purposes of the 50-percent
test of paragraph (a)(2) of this section.

(d) Safe harbors—(1) Safe Harbor I. A
distribution and an acquisition occur-
ring after the distribution will not be
considered part of a plan if—

(i) The distribution was motivated in
whole or substantial part by a cor-
porate business purpose (within the
meaning of §1.355-2(b)), other than a
business purpose to facilitate an acqui-
sition of the acquired corporation (Dis-
tributing or Controlled); and

(ii) The acquisition occurred more
than six months after the distribution
and there was no agreement, under-
standing, arrangement, or substantial
negotiations concerning the acquisi-
tion or a similar acquisition during the
period that begins one year before the
distribution and ends six months there-
after.

(2) Safe Harbor II—(i) In general. A
distribution and an acquisition occur-
ring after the distribution will not be
considered part of a plan if—

(A) The distribution was not moti-
vated by a business purpose to facili-
tate the acquisition or a similar acqui-
sition;

(B) The acquisition occurred more
than six months after the distribution
and there was no agreement, under-
standing, arrangement, or substantial
negotiations concerning the acquisi-
tion or a similar acquisition during the
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period that begins one year before the
distribution and ends six months there-
after; and

(C) No more than 25 percent of the
stock of the acquired corporation (Dis-
tributing or Controlled) was either ac-
quired or the subject of an agreement,
understanding, arrangement, or sub-
stantial negotiations during the period
that begins one year before the dis-
tribution and ends six months there-
after.

(ii) Special rule. For purposes of para-
graph (d)(2)(i)(C) of this section, acqui-
sitions of stock that are treated as not
part of a plan pursuant to Safe Harbor
VII, Safe Harbor VIII, or Safe Harbor
IX are disregarded.

(3) Safe Harbor III. If an acquisition
occurs after a distribution, there was
no agreement, understanding, or ar-
rangement concerning the acquisition
or a similar acquisition at the time of
the distribution, and there was no
agreement, understanding, arrange-
ment, or substantial negotiations con-
cerning the acquisition or a similar ac-
quisition within one year after the dis-
tribution, the acquisition and the dis-
tribution will not be considered part of
a plan.

(4) Safe Harbor IV—(i) In general. A
distribution and an acquisition (other
than involving a public offering) occur-
ring before the distribution will not be
considered part of a plan if the acquisi-
tion occurs before the date of the first
disclosure event regarding the distribu-
tion.

(ii) Special rules. (A) Paragraph
(d)(4)(i) of this section does not apply
to a stock acquisition if the acquirer or
a coordinating group of which the
acquirer is a member is a controlling
shareholder or a ten-percent share-
holder of the acquired corporation (Dis-
tributing or Controlled) at any time
during the period beginning imme-
diately after the acquisition and end-
ing on the date of the distribution.

(B) Paragraph (d)(4)(i) of this section
does not apply to an acquisition that
occurs in connection with a trans-
action in which the aggregate acquisi-
tions are of stock possessing 20 percent
or more of the total voting power of
the stock of the acquired corporation
(Distributing or Controlled) or stock
having a value of 20 percent or more of
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the total value of the stock of the ac-
quired corporation (Distributing or
Controlled).

(5) Safe Harbor V—(i) In general. A dis-
tribution that is pro rata among the
Distributing shareholders and an ac-
quisition (other than involving a public
offering) of Distributing stock occur-
ring before the distribution will not be
considered part of a plan if—

(A) The acquisition occurs after the
date of a public announcement regard-
ing the distribution; and

(B) There were no discussions by Dis-
tributing or Controlled with the
acquirer regarding a distribution on or
before the date of the first public an-
nouncement regarding the distribution.

(ii) Special rules. (A) Paragraph
(d)(5)(1) of this section does not apply
to a stock acquisition if the acquirer or
a coordinating group of which the
acquirer is a member is a controlling
shareholder or a ten-percent share-
holder of Distributing at any time dur-
ing the period beginning immediately
after the acquisition and ending on the
date of the distribution.

(B) Paragraph (d)(5)(i) of this section
does not apply to an acquisition that
occurs in connection with a trans-
action in which the aggregate acquisi-
tions are of stock possessing 20 percent
or more of the total voting power of
the stock of Distributing or stock hav-
ing a value of 20 percent or more of the
total value of the stock of Distrib-
uting.

(6) Safe Harbor VI. A distribution and
an acquisition involving a public offer-
ing occurring before the distribution
will not be considered part of a plan if
the acquisition occurs before the date
of the first disclosure event regarding
the distribution in the case of an acqui-
sition of stock that is not listed on an
established market immediately after
the acquisition, or before the date of
the first public announcement regard-
ing the distribution in the case of an
acquisition of stock that is listed on an
established market immediately after
the acquisition.

(7 Safe Harbor VII—@i) In general. An
acquisition (other than involving a
public offering) of Distributing or Con-
trolled stock that is listed on an estab-
lished market is not part of a plan if,
immediately before or immediately

236



Internal Revenue Service, Treasury

after the transfer, none of the trans-
feror, the transferee, and any coordi-
nating group of which either the trans-
feror or the transferee is a member is—

(A) The acquired corporation (Dis-
tributing or Controlled);

(B) A corporation that the acquired
corporation (Distributing or Con-
trolled) controls within the meaning of
section 368(c);

(C) A member of a controlled group of
corporations within the meaning of
section 1563 of which the acquired cor-
poration (Distributing or Controlled) is
a member;

(D) A controlling shareholder of the
acquired corporation (Distributing or
Controlled); or

(E) A ten-percent shareholder of the
acquired corporation (Distributing or
Controlled).

(ii) Special rules. (A) Paragraph
(A)(7)(A) of this section does not apply
to a transfer of stock by or to a person
if the corporation the stock of which is
being transferred knows, or has reason
to know, that the person or a coordi-
nating group of which such person is a
member intends to become a control-
ling shareholder or a ten-percent share-
holder of the acquired corporation (Dis-
tributing or Controlled) at any time
after the acquisition and before the
date that is two years after the dis-
tribution.

(B) If a transfer of stock to which
paragraph (d)(7)(i) of this section ap-
plies results immediately, or upon a
subsequent event or the passage of
time, in an indirect acquisition of vot-
ing power by a person other than the
transferee, paragraph (d)(7)(i) of this
section does not prevent an acquisition
of stock (with the voting power such
stock represents after the transfer to
which paragraph (d)(7)(i) of this section
applies) by such other person from
being treated as part of a plan.

(8) Safe Harbor VIII—(@i) In general. If,
in a transaction to which section 83 or
section 421(a) or (b) applies, stock of
Distributing or Controlled is acquired
by a person in connection with such
person’s performance of services as an
employee, director, or independent
contractor for Distributing, Controlled,
a related person, a corporation the as-
sets of which Distributing, Controlled,
or a related person acquires in a reor-
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ganization under section 368(a), or a
corporation that acquires the assets of
Distributing or Controlled in such a re-
organization (and the stock acquired is
not excessive by reference to the serv-
ices performed), the acquisition and
the distribution will not be considered
part of a plan. For purposes of this
paragraph (d)(8)(i), a related person is a
person related to Distributing or Con-
trolled under section 355(d)(7)(A).

(ii) Special rule. Paragraph (d)(8)(i) of
this section does not apply to a stock
acquisition if the acquirer or a coordi-
nating group of which the acquirer is a
member is a controlling shareholder or
a ten-percent shareholder of the ac-
quired corporation (Distributing or
Controlled) immediately after the ac-
quisition.

9) Safe Harbor IX—(i) In general. If
stock of Distributing or Controlled is
acquired by a retirement plan of Dis-
tributing or Controlled (or a retire-
ment plan of any other person that is
treated as the same employer as Dis-
tributing or Controlled under section
414(b), (c¢), (m), or (o)) that qualifies
under section 401(a) or 403(a), the ac-
quisition and the distribution will not
be considered part of a plan.

(ii) Special rule. Paragraph (d)(9)(i) of
this section does not apply to the ex-
tent that the stock acquired pursuant
to acquisitions by all of the qualified
plans of the persons described in para-
graph (d)(9)(i) of this section during the
four-year period beginning two years
before the distribution, in the aggre-
gate, represents more than ten percent
of the total combined voting power of
all classes of stock entitled to vote, or
more than ten percent of the total
value of shares of all classes of stock,
of the acquired corporation (Distrib-
uting or Controlled).

(e) Options, warrants, convertible obli-
gations, and other similar interests—(1)
Treatment of options—(i) General rule.
For purposes of this section, if stock of
Distributing or Controlled is acquired
pursuant to an option that is written
by Distributing, Controlled, or a person
that is a controlling shareholder of
Distributing or Controlled at the time
the option is written, or that is ac-
quired by a person that is a controlling
shareholder of Distributing or Con-
trolled immediately after the option is
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written, the option will be treated as
an agreement, understanding, or ar-
rangement to acquire the stock on the
earliest of the following dates: the date
that the option is written, if the option
was more likely than not to be exer-
cised as of such date; the date that the
option is transferred if, immediately
before or immediately after the trans-
fer, the transferor or transferee was
Distributing, Controlled, a corporation
that Distributing or Controlled con-
trols within the meaning of section
368(c), a member of a controlled group
of corporations within the meaning of
section 1563 of which Distributing or
Controlled is a member, or a control-
ling shareholder or a ten-percent share-
holder of Distributing or Controlled
and the option was more likely than
not to be exercised as of such date; and
the date that the option is modified in
a manner that materially increases the
likelihood of exercise, if the option was
more likely than not to be exercised as
of such date; provided, however, if the
writing, transfer, or modification had a
principal purpose of avoiding section
355(e), the option will be treated as an
agreement, understanding, arrange-
ment, or substantial negotiations to
acquire the stock on the date of the
distribution. The determination of
whether an option was more likely
than not to be exercised is based on all
the facts and circumstances, taking
control premiums and minority and
blockage discounts into account in de-
termining the fair market value of
stock underlying an option.

(ii) Agreement, understanding, or ar-
rangement to write, transfer, or modify an
option. If there is an agreement, under-
standing, or arrangement to write an
option, the option will be treated as
written on the date of the agreement,
understanding, or arrangement. If
there is an agreement, understanding,
or arrangement to transfer an option,
the option will be treated as trans-
ferred on the date of the agreement,
understanding, or arrangement. If
there is an agreement, understanding,
or arrangement to modify an option in
a manner that materially increases the
likelihood of exercise, the option will
be treated as so modified on the date of
the agreement, understanding, or ar-
rangement.
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(iii) Substantial negotiations related to
options. If an option is treated as an
agreement, understanding, or arrange-
ment to acquire the stock on the date
that the option is written, substantial
negotiations to acquire the option will
be treated as substantial negotiations
to acquire the stock subject to such op-
tion. If an option is treated as an
agreement, understanding, or arrange-
ment to acquire the stock on the date
that the option is transferred, substan-
tial negotiations regarding the transfer
of the option will be treated as sub-
stantial negotiations to acquire the
stock subject to such option. If an op-
tion is treated as an agreement, under-
standing, or arrangement to acquire
the stock on the date that the option is
modified in a manner that materially
increases the likelihood of exercise,
substantial negotiations regarding
such modifications to the option will
be treated as substantial negotiations
to acquire the stock subject to such op-
tion.

(2) Stock acquired pursuant to options.
For purposes of this section, if an op-
tion is issued for cash, the terms of the
acquisition of the option and the terms
of the option are established by the
corporation the stock of which is sub-
ject to the option (Distributing or Con-
trolled) or the writer with the involve-
ment of one or more investment bank-
ers, and the potential acquirers of the
option have no opportunity to nego-
tiate the terms of the acquisition of
the option or the terms of the option,
then an acquisition pursuant to such
option shall be treated as an acquisi-
tion involving a public offering occur-
ring after the distribution if the option
is exercised after the distribution or an
acquisition involving a public offering
before a distribution if the option is ex-
ercised before the distribution. Other-
wise, an acquisition pursuant to an op-
tion shall be treated as an acquisition
not involving a public offering.

(38) Instruments treated as options. For
purposes of this section, except to the
extent provided in paragraph (e)(4) of
this section, call options, warrants,
convertible obligations, the conversion
feature of convertible stock, put op-
tions, redemption agreements (includ-
ing rights to cause the redemption of
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stock), any other instruments that pro-
vide for the right or possibility to
issue, redeem, or transfer stock (in-
cluding an option on an option), or any
other similar interests are treated as
options.

(4) Instruments generally not treated as
options. For purposes of this section,
the following are not treated as options
unless (in the case of paragraphs
(e)(4)(i), (ii), and (iii) of this section)
written, transferred (directly or indi-
rectly), modified, or listed with a prin-
cipal purpose of avoiding the applica-
tion of section 355(e) or this section.

(1) Escrow, pledge, or other security
agreements. An option that is part of a
security arrangement in a typical lend-
ing transaction (including a purchase
money loan), if the arrangement is sub-
ject to customary commercial condi-
tions. For this purpose, a security ar-
rangement includes, for example, an
agreement for holding stock in escrow
or under a pledge or other security
agreement, or an option to acquire
stock contingent upon a default under
a loan.

(ii) Options exercisable only upon
death, disability, mental incompetency, or
separation from service. Any option en-
tered into between shareholders of a
corporation (or a shareholder and the
corporation) that is exercisable only
upon the death, disability, or mental
incompetency of the shareholder, or, in
the case of stock acquired in connec-
tion with the performance of services
for the corporation or a person related
to it under section 355(d)(7)(A) (and
that is not excessive by reference to
the services performed), the share-
holder’s separation from service.

(iii) Rights of first refusal. A bona fide
right of first refusal regarding the cor-
poration’s stock with customary
terms, entered into between share-
holders of a corporation (or between
the corporation and a shareholder).

(iv) Other enumerated instruments.
Any other instrument the Commis-
sioner may designate in revenue proce-
dures, notices, or other guidance pub-
lished in the Internal Revenue Bulletin
(see §601.601(d)(2) of this chapter).

(f) Multiple controlled corporations.
Only the stock or securities of a con-
trolled corporation in which one or
more persons acquire directly or indi-
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rectly stock representing a 50-percent
or greater interest as part of a plan in-
volving the distribution of that cor-
poration will be treated as not quali-
fied property under section 355(e)(1) if—

(1) The stock or securities of more
than one controlled corporation are
distributed in distributions to which
section 355 (or so much of section 356 as
relates to section 355) applies; and

(2) One or more persons do not ac-
quire, directly or indirectly, stock rep-
resenting a b0-percent or greater inter-
est in Distributing pursuant to a plan
involving any of those distributions.

(g) Valuation. Except as provided in
paragraph (e)(1)(i) of this section, for
purposes of section 355(e) and this sec-
tion, all shares of stock within a single
class are considered to have the same
value. Thus, control premiums and mi-
nority and blockage discounts within a
single class are not taken into account.

(h) Definitions. For purposes of this
section, the following definitions shall
apply:

(1) Agreement, understanding, arrange-
ment, or substantial negotiations. (i) An
agreement, understanding, or arrange-
ment generally requires either—

(A) An agreement, understanding, or
arrangement by one or more officers or
directors acting on behalf of Distrib-
uting or Controlled, by controlling
shareholders of Distributing or Con-
trolled, or by another person or persons
with the implicit or explicit permission
of one or more of such officers, direc-
tors, or controlling shareholders, with
the acquirer or with a person or per-
sons with the implicit or explicit per-
mission of the acquirer; or

(B) An agreement, understanding, or
arrangement by an acquirer that is a
controlling shareholder of Distributing
or Controlled immediately after the ac-
quisition that is the subject of the
agreement, understanding, or arrange-
ment, or by a person or persons with
the implicit or explicit permission of
such acquirer, with the transferor or
with a person or persons with the im-
plicit or explicit permission of the
transferor.

(ii) In the case of an acquisition by a
corporation, an agreement, under-
standing, or arrangement with the ac-
quiring corporation generally requires
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an agreement, understanding, or ar-
rangement with one or more officers or
directors acting on behalf of the ac-
quiring corporation, with controlling
shareholders of the acquiring corpora-
tion, or with another person or persons
with the implicit or explicit permission
of one or more of such officers, direc-
tors, or controlling shareholders.

(iii) Whether an agreement, under-
standing, or arrangement exists de-
pends on the facts and circumstances.
The parties do not necessarily have to
have entered into a binding contract or
have reached agreement on all signifi-
cant economic terms to have an agree-
ment, understanding, or arrangement.
However, an agreement, understanding,
or arrangement clearly exists if a bind-
ing contract to acquire stock exists.

(iv) Substantial negotiations in the
case of an acquisition (other than in-
volving a public offering) generally re-
quire discussions of significant eco-
nomic terms, e.g., the exchange ratio in
a reorganization, either—

(A) By one or more officers or direc-
tors acting on behalf of Distributing or
Controlled, by controlling shareholders
of Distributing or Controlled, or by an-
other person or persons with the im-
plicit or explicit permission of one or
more of such officers, directors, or con-
trolling shareholders, with the acquirer
or with a person or persons with the
implicit or explicit permission of the
acquirer; or

(B) If the acquirer is a controlling
shareholder of Distributing or Con-
trolled immediately after the acquisi-
tion that is the subject of substantial
negotiations, by the acquirer or by a
person or persons with the implicit or
explicit permission of the acquirer,
with the transferor or with a person or
persons with the implicit or explicit
permission of the transferor.

(v) In the case of an acquisition
(other than involving a public offering)
by a corporation, substantial negotia-
tions generally require discussions of
significant economic terms with one or
more officers or directors acting on be-
half of the acquiring corporation, with
controlling shareholders of the acquir-
ing corporation, or with another person
or persons with the implicit or explicit
permission of one or more of such offi-
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cers, directors,
holders.

(vi) In the case of an acquisition in-
volving a public offering, the existence
of an agreement, understanding, ar-
rangement, or substantial negotiations
will be based on discussions by one or
more officers or directors acting on be-
half of Distributing or Controlled, by
controlling shareholders of Distrib-
uting or Controlled, or by another per-
son or persons with the implicit or ex-
plicit permission of one or more of such
officers, directors, or controlling share-
holders, with an investment banker.

(2) Controlled corporation. A con-
trolled corporation is a corporation the
stock of which is distributed in a dis-
tribution to which section 355 (or so
much of section 356 as relates to sec-
tion 355) applies.

(3) Controlling shareholder. (i) A con-
trolling shareholder of a corporation
the stock of which is listed on an es-
tablished market is a five-percent
shareholder who actively participates
in the management or operation of the
corporation. For purposes of this para-
graph (h)(3)(i), a corporate director will
be treated as actively participating in
the management of the corporation.

(ii) A controlling shareholder of a
corporation the stock of which is not
listed on an established market is any
person that owns stock possessing vot-
ing power representing a meaningful
voice in the governance of the corpora-
tion. For purposes of determining
whether a person owns stock pos-
sessing voting power representing a
meaningful voice in the governance of
the corporation, the person shall be
treated as owning the stock that such
person owns actually and construc-
tively under the rules of section 318
(without regard to section 318(a)(4)). In
addition, if the exercise of an option
(whether by itself or in conjunction
with the deemed exercise of one or
more other options) would cause the
holder to own stock possessing voting
power representing a meaningful voice
in the governance of the corporation,
then the option will be treated as exer-
cised.

(iii) If a distribution precedes an ac-
quisition, Controlled’s controlling
shareholders immediately after the dis-
tribution and Distributing are included

or controlling share-
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among Controlled’s controlling share-
holders at the time of the distribution.

(4) Coordinating group. A coordinating
group includes two or more persons
that, pursuant to a formal or informal
understanding, join in one or more co-
ordinated acquisitions or dispositions
of stock of Distributing or Controlled.
A principal element in determining if
such an understanding exists is wheth-
er the investment decision of each per-
son is based on the investment decision
of one or more other existing or pro-
spective shareholders. A coordinating
group is treated as a single shareholder
for purposes of determining whether
the coordinating group is treated as a
controlling shareholder, a five-percent
shareholder, or a ten-percent share-
holder.

(5) Disclosure event. A disclosure
event regarding the distribution means
any communication by an officer, di-
rector, controlling shareholder, or em-
ployee of Distributing, Controlled, or a
corporation related to Distributing or
Controlled, or an outside advisor of any
of those persons (where such advisor
makes the communication on behalf of
such person), regarding the distribu-
tion, or the possibility thereof, to the
acquirer or any other person (other
than an officer, director, controlling
shareholder, or employee of Distrib-
uting, Controlled, or a corporation re-
lated to Distributing or Controlled, or
an outside advisor of any of those per-
sons). For purposes of this paragraph
(h)(5), a corporation is related to Dis-
tributing or Controlled if it is a mem-
ber of an affiliated group (as defined in
section 1504(a) without regard to sec-
tion 1504(b)) that includes either Dis-
tributing or Controlled or it is a mem-
ber of a qualified group (as defined in
§1.368-1(d)(4)(ii)) that includes either
Distributing or Controlled.

(6) Discussions. Discussions by Dis-
tributing or Controlled generally re-
quire discussions by one or more offi-
cers or directors acting on behalf of
Distributing or Controlled, by control-
ling shareholders of Distributing or
Controlled, or by another person or
persons with the implicit or explicit
permission of one or more of such offi-
cers, directors, or controlling share-
holders. Discussions with the acquirer
generally require discussions with the
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acquirer or with a person or persons
with the implicit or explicit permission
of the acquirer. In the case of an acqui-
sition by a corporation, discussions
with the acquiring corporation gen-
erally require discussions with one or
more officers or directors acting on be-
half of the acquiring corporation, with
controlling shareholders of the acquir-
ing corporation, or with another person
or persons with the implicit or explicit
permission of one or more of such offi-
cers, directors, or controlling share-
holders.

(7) Established market. An established
market is—

(i) A national securities exchange
registered under section 6 of the Secu-
rities Exchange Act of 1934 (15 U.S.C.
78f);

(ii) An interdealer quotation system
sponsored by a national securities asso-
ciation registered under section 15A of
the Securities Act of 1934 (15 U.S.C.
780-3); or

(iii) Any additional market that the
Commissioner may designate in rev-
enue procedures, notices, or other guid-
ance published in the Internal Revenue
Bulletin (see §601.601(d)(2) of this chap-
ter).

(8) Five-percent shareholder. A person
will be considered a five-percent share-
holder of a corporation the stock of
which is listed on an established mar-
ket if the person owns five percent or
more of any class of stock of the cor-
poration whose stock is transferred.
For purposes of determining whether a
person owns five percent or more of
any class of stock of the corporation
whose stock is transferred, the person
shall be treated as owning the stock
that such person owns actually and
constructively under the rules of sec-
tion 318 (without regard to section
318(a)(4)). In addition, if the exercise of
an option (whether by itself or in con-
junction with the deemed exercise of
one or more other options) would cause
the holder to become a five-percent
shareholder, then the option will be
treated as exercised. Absent actual
knowledge that a person is a five-per-
cent shareholder, a corporation can
rely on Schedules 13D and 13G (or any
similar schedules) filed with the Secu-
rities and Exchange Commission to
identify its five-percent shareholders.
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(9) Implicit permission. A corporation
is treated as having the implicit per-
mission of its shareholders when it en-
gages in discussions or negotiations, or
enters into an agreement, under-
standing, or arrangement.

(10) Public announcement. A public an-
nouncement regarding the distribution
means any communication by Distrib-
uting or Controlled regarding
Distributing’s intention to effect the
distribution where the communication
is generally available to the public.

(11) Public offering. An acquisition in-
volving a public offering means an ac-
quisition of stock for cash where the
terms of the acquisition are established
by the acquired corporation (Distrib-
uting or Controlled) or the seller with
the involvement of one or more invest-
ment bankers and the potential
acquirers have no opportunity to nego-
tiate the terms of the acquisition. For
example, a public offering includes an
underwritten offering of registered
stock for cash.

(12) Similar acquisition (not involving a
public offering). In general, an actual
acquisition (other than involving a
public offering) is similar to another
potential acquisition if the actual ac-
quisition effects a direct or indirect
combination of all or a significant por-
tion of the same business operations as
the combination that would have been
effected by such other potential acqui-
sition. Thus, an actual acquisition may
be similar to another acquisition even
if the timing or terms of the actual ac-
quisition are different from the timing
or terms of the other acquisition. For
example, an actual acquisition of Dis-
tributing by shareholders of another
corporation in connection with a merg-
er of such other corporation with and
into Distributing is similar to another
acquisition of Distributing by merger
into such other corporation or into a
subsidiary of such other corporation.
However, in general, an actual acquisi-
tion (other than involving a public of-
fering) is not similar to another acqui-
sition if the ultimate owners of the
business operations with which Distrib-
uting or Controlled is combined in the
actual acquisition are substantially
different from the ultimate owners of
the business operations with which
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Distributing or Controlled was to be
combined in such other acquisition.

(13) Similar acquisition involving a pub-
lic offering—(i) One public offering. In
general, an actual acquisition involv-
ing a public offering may be similar to
a potential acquisition involving a pub-
lic offering, even though there are
changes in the terms of the stock, the
class of stock being offered, the size of
the offering, the timing of the offering,
the price of the stock, or the partici-
pants in the offering.

(i1) More than one public offering.
More than one actual acquisition in-
volving a public offering may be simi-
lar to a potential acquisition involving
a public offering. If there is an actual
acquisition involving a public offering
(the first public offering) that is the
same as, or similar to, a potential ac-
quisition involving a public offering,
then another actual acquisition involv-
ing a public offering (the second public
offering) cannot be similar to the po-
tential acquisition unless the purpose
of the second public offering is similar
to that of the potential acquisition and
occurs close in time to the first public
offering.

(iii) Potential acquisition involving a
public offering. For purposes of para-
graph (h)(13)(i) and (ii) of this section,
as the context may require, a potential
acquisition involving a public offering
means a potential acquisition involv-
ing a public offering that was discussed
by Distributing or Controlled with an
investment banker, that motivated the
distribution, or that was the subject of
an agreement, understanding, arrange-
ment, or substantial negotiations.

(14) Ten-percent shareholder. A person
will be considered a ten-percent share-
holder of a corporation the stock of
which is listed on an established mar-
ket if the person owns, actually or con-
structively under the rules of section
318 (without regard to section 318(a)(4)),
ten percent or more of any class of
stock of the corporation whose stock is
transferred. A person will be considered
a ten-percent shareholder of a corpora-
tion the stock of which is not listed on
an established market if the person
owns stock possessing ten percent or
more of the total voting power of the
stock of the corporation whose stock is
transferred or stock having a value
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equal to ten percent or more of the
total value of the stock of the corpora-
tion whose stock is transferred. For
purposes of determining whether a per-
son owns ten percent or more of the
total voting power or value of the
stock of the corporation whose stock is
transferred, the person shall be treated
as owning the stock that such person
owns actually and constructively under
the rules of section 318 (without regard
to section 318(a)(4)). In addition, if the
exercise of an option (whether by itself
or in conjunction with the deemed ex-
ercise of one or more other options)
would cause the holder to become a
ten-percent shareholder, then the op-
tion will be treated as exercised. Ab-
sent actual knowledge that a person is
a ten-percent shareholder, a corpora-
tion the stock of which is listed on an
established market can rely on Sched-
ules 13D and 13G (or any similar sched-
ules) filed with the Securities and Ex-
change Commission to identify its ten-
percent shareholders.

(i) [Reserved]

(j) Examples. The following examples
illustrate paragraphs (a) through (h) of
this section. Throughout these exam-
ples, assume that Distributing (D)
owns all of the stock of Controlled (C).
Assume further that D distributes the
stock of C in a distribution to which
section 355 applies and to which section
355(d) does not apply. Unless otherwise
stated, assume the corporations do not
have controlling shareholders. No in-
ference should be drawn from any ex-
ample concerning whether any require-
ments of section 355 other than those
of section 3b5(e) are satisfied. The ex-
amples are as follows:

Example 1. Unwanted assets. (i) D is in busi-
ness 1. C is in business 2. D is relatively
small in its industry. D wants to combine
with X, a larger corporation also engaged in
business 1. X and D begin negotiating for X
to acquire D, but X does not want to acquire
C. To facilitate the acquisition of D by X, D
agrees to distribute all the stock of C pro
rata before the acquisition. Prior to the dis-
tribution, D and X enter into a contract for
D to merge into X subject to several condi-
tions. One month after D and X enter into
the contract, D distributes C and, on the day
after the distribution, D merges into X. As a
result of the merger, D’s former shareholders
own less than 50 percent of the stock of X.

(ii) The issue is whether the distribution of
C and the merger of D into X are part of a
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plan. No Safe Harbor applies to this acquisi-
tion. To determine whether the distribution
of C and the merger of D into X are part of
a plan, D must consider all the facts and cir-
cumstances, including those described in
paragraph (b) of this section.

(iii) The following tends to show that the
distribution of C and the merger of D into X
are part of a plan: X and D had an agreement
regarding the acquisition during the two-
year period ending on the date of the dis-
tribution (paragraph (b)(3)(i) of this section),
and the distribution was motivated by a
business purpose to facilitate the merger
(paragraph (b)(3)(v) of this section). Because
the merger was agreed to at the time of the
distribution, the fact described in paragraph
(b)(3)(i) of this section is given substantial
weight.

(iv) None of the facts and circumstances
listed in paragraph (b)(4) of this section,
tending to show that a distribution and an
acquisition are not part of a plan, exist in
this case.

(v) The distribution of C and the merger of
D into X are part of a plan under paragraph
(b) of this section.

Example 2. Public offering. (i) D’s managers,
directors, and investment banker discuss the
possibility of offering D stock to the public.
They decide a public offering of 20 percent of
D’s stock with D as a stand-alone corpora-
tion would be in D’s best interest. One month
later, to facilitate a stock offering by D of 20
percent of its stock, D distributes all the
stock of C pro rata to D’s shareholders. D
issues new shares amounting to 20 percent of
its stock to the public in a public offering
seven months after the distribution.

(ii) The issue is whether the distribution of
C and the public offering by D are part of a
plan. No Safe Harbor applies to this acquisi-
tion. Safe Harbor VII, relating to public
trading, does not apply to public offerings
(see paragraph (d)(7)(i) of this section). To
determine whether the distribution of C and
the public offering by D are part of a plan, D
must consider all the facts and cir-
cumstances, including those described in
paragraph (b) of this section.

(iii) The following tends to show that the
distribution of C and the public offering by D
are part of a plan: D discussed the public of-
fering with its investment banker during the
two-year period ending on the date of the
distribution (paragraph (b)(3)(ii) of this sec-
tion), and the distribution was motivated by
a business purpose to facilitate the public of-
fering (paragraph (b)(3)(v) of this section).

(iv) None of the facts and circumstances
listed in paragraph (b)(4) of this section,
tending to show that a distribution and an
acquisition are not part of a plan, exist in
this case.

(v) The distribution of C and the public of-
fering by D are part of a plan under para-
graph (b) of this section.
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Example 3. Hot market. (i) D is a widely-held
corporation the stock of which is listed on
an established market. D announces a dis-
tribution of C and distributes C pro rata to
D’s shareholders. By contract, C agrees to in-
demnify D for any imposition of tax under
section 355(e) caused by the acts of C. The
distribution is motivated by a desire to im-
prove D’s access to financing at preferred
customer interest rates, which will be more
readily available if D separates from C. At
the time of the distribution, although nei-
ther D nor C has been approached by any po-
tential acquirer of C, it is reasonably certain
that soon after the distribution either an ac-
quisition of C will occur or there will be an
agreement, understanding, arrangement, or
substantial negotiations regarding an acqui-
sition of C. Corporation Y acquires C in a
merger described in section 368(a)(1)(A) by
reason of section 368(a)(2)(E) within six
months after the distribution. The C share-
holders receive less than 50 percent of the
stock of Y in the exchange.

(ii) The issue is whether the distribution of
C and the acquisition of C by Y are part of a
plan. No Safe Harbor applies to this acquisi-
tion. Under paragraph (b)(2) of this section,
because prior to the distribution neither D
nor C and Y had an agreement, under-
standing, arrangement, or substantial nego-
tiations regarding the acquisition or a simi-
lar acquisition, the distribution of C by D
and the acquisition of C by Y are not part of
a plan under paragraph (b) of this section.

Example 4. Unexpected opportunity. (i) D, the
stock of which is listed on an established
market, makes a public announcement that
it will distribute all the stock of C pro rata
to D’s shareholders. After the public an-
nouncement but before the distribution,
widely-held X becomes available as an acqui-
sition target. There were no discussions by D
or C with X before the date of the public an-
nouncement. D negotiates with X and X
merges into D before the distribution. In the
merger, X’s shareholders receive ten percent
of D’s stock. D distributes the stock of C pro
rata within six months after the acquisition
of X. No shareholder of X was a controlling
shareholder or a ten-percent shareholder of
D at any time during the period beginning
immediately after the merger and ending on
the date of the distribution

(ii) The issue is whether the acquisition of
X by D and the distribution of C are part of
a plan. Safe Harbor V applies to this acquisi-
tion because the distribution is pro rata
among D’s shareholders, the acquisition oc-
curs after the date of a public announcement
regarding the distribution, there were no dis-
cussions by D or C with X on or before the
date of the public announcement, no
acquirer was a controlling shareholder or a
ten-percent shareholder of D during the pe-
riod beginning immediately after the merger
and ending on the date of the distribution,
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and not more than 20 percent of D’s stock
was acquired by the X shareholders in the
merger.

Example 5. Vote shifting transaction. (i) D is
in business 1. C is in business 2. D wants to
combine with X, which is also engaged in
business 1. The stock of X is closely held. X
and D begin negotiating for D to acquire X,
but the X shareholders do not want to ac-
quire an indirect interest in C. To facilitate
the acquisition of X by D, D agrees to dis-
tribute all the stock of C pro rata before the
acquisition of X. D and X enter into a con-
tract for X to merge into D subject to sev-
eral conditions. Among those conditions is
that D will amend its corporate charter to
provide for two classes of stock: Class A and
Class B. Under all circumstances, each share
of Class A stock will be entitled to ten votes
in the election of each director on D’s board
of directors. Upon issuance, each share of
Class B stock will be entitled to ten votes in
the election of each director on D’s board of
directors; however, a disposition of such
share by its original holder will result in
such share being entitled to only one vote,
rather than ten votes, in the election of each
director. Immediately after the merger, the
Class B shares will be listed on an estab-
lished market. One month after D and X
enter into the contract, D distributes C. Im-
mediately after the distribution, the share-
holders of D exchange their D stock for the
new Class B shares. On the day after the dis-
tribution, X merges into D. In the merger,
the former shareholders of X exchange their
X stock for Class A shares of D. Immediately
after the merger, D’s historic shareholders
own stock of D representing 51 percent of the
total combined voting power of all classes of
stock of D entitled to vote and more than 50
percent of the total value of all classes of
stock of D. During the 30-day period fol-
lowing the merger, none of the Class A
shares are transferred, but a number of D’s
historic shareholders sell their Class B stock
of D in public trading with the result that, at
the end of that 30-day period, the Class A
shares owned by the former X shareholders
represent 52 percent of the total combined
voting power of all classes of stock of D enti-
tled to vote.

(ii) X acquisition. (A) The issue is whether
the distribution of C and the merger of X
into D are part of a plan. No Safe Harbor ap-
plies to this acquisition. To determine
whether the distribution of C and the merger
of X into D are part of a plan, D must con-
sider all the facts and circumstances, includ-
ing those described in paragraph (b) of this
section.

(B) The following tends to show that the
distribution of C and the merger of X into D
are part of a plan: X and D had an agreement
regarding the acquisition during the two-
yvear period ending on the date of the dis-
tribution (paragraph (b)(3)(i) of this section),
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and the distribution was motivated by a
business purpose to facilitate the merger
(paragraph (b)(3)(v) of this section). Because
the merger was agreed to at the time of the
distribution, the fact described in paragraph
(b)(3)(1) of this section is given substantial
weight.

(C) None of the facts and circumstances
listed in paragraph (b)(4) of this section,
tending to show that a distribution and an
acquisition are not part of a plan, exist in
this case.

(D) The distribution of C and the merger of
X into D are part of a plan under paragraph
(b) of this section.

(iii) Public trading of Class B shares. (A) As-
suming that each of the transferors and the
transferees of the Class B stock of D in pub-
lic trading is not one of the prohibited trans-
ferors or transferees listed in paragraph
(A)(7)(i), Safe Harbor VII will apply to the ac-
quisitions of the Class B stock during the 30-
day period following the merger such that
the distribution and those acquisitions will
not be treated as part of a plan. However, to
the extent that those acquisitions result in
an indirect acquisition of voting power by a
person other than the acquirer of the trans-
ferred stock, Safe Harbor VII does not pre-
vent the acquisition of the D stock (with the
voting power such stock represents after
those acquisitions) by the former X share-
holders from being treated as part of a plan.

(B) To the extent that the transfer of the
Class B shares causes the voting power of D
to shift to the Class A stock acquired by the
former X shareholders, such shifted voting
power will be treated as attributable to the
stock acquired by the former X shareholders
as part of a plan that includes the distribu-
tion and the X acquisition.

Example 6. Acquisition not involving a public
offering that is not similar. (i) D, X, and Y are
each corporations the stock of which is pub-
licly traded and widely held. Each of D, X,
and Y is engaged in the manufacture and
sale of trucks. C is engaged in the manufac-
ture and sale of buses. D and X engage in
substantial negotiations concerning X’s ac-
quisition of the stock of D from the D share-
holders in exchange for stock of X. D and X
do not reach an agreement regarding that
acquisition. Three months after D and X
first began negotiations regarding that ac-
quisition, D distributes the stock of C pro
rata to its shareholders. Three months after
the distribution, Y acquires the stock of D
from the D shareholders in exchange for
stock of Y. The ultimate owners of Y are
substantially different from the ultimate
owners of X.

(ii) Although both X and Y engage in the
manufacture and sale of trucks, X’s truck
business and Y’s truck business are not the
same business operations. Therefore, because
Y’s acquisition of D does not effect a com-
bination of the same business operations as
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X’s acquisition of D would have effected, and
because the ultimate owners of Y are sub-
stantially different from the ultimate own-
ers of X, Y’s acquisition of D is not similar
to X’s potential acquisition of D that was the
subject of earlier negotiations.

Example 7. Acquisition not involving a public
offering that is similar. (i) D is engaged in the
business of writing custom software for sev-
eral industries (industries 1 through 6). The
software business of D related to industries
4, 5, and 6 is significant relative to the soft-
ware business of D related to industries 3, 4,
5, and 6. X, an unrelated corporation, is en-
gaged in the business of writing software and
the business of manufacturing and selling
hardware devices. X’s business of writing
software is significant relative to its total
businesses. X and D engage in substantial ne-
gotiations regarding X’s acquisition of D
stock from the D shareholders in exchange
for stock of X. Because X does not want to
acquire the software businesses related to in-
dustries 1 and 2, these negotiations relate to
an acquisition of D stock where D owns the
software businesses related only to indus-
tries 3, 4, 5, and 6. Thereafter, D concludes
that the intellectual property licenses cen-
tral to the software business related to in-
dustries 1 and 2 are not transferable and that
a separation of the software business related
to industry 3 from the software business re-
lated to industry 2 is not desirable. One
month after D begins negotiating with X, D
contributes the software businesses related
to industries 4, 5, and 6 to C, and distributes
the stock of C pro rata to its shareholders. In
addition, X sells its hardware businesses for
cash. After the distribution, C and X nego-
tiate for X’s acquisition of the C stock from
the C shareholders in exchange for X stock,
and X acquires the stock of C.

(ii) Although D and C are different corpora-
tions, C does not own the custom software
business related to industry 3, and X sold its
hardware business prior to the acquisition of
C, because X’s acquisition of C involves a
combination of a significant portion of the
same business operations as the combination
that would have been effected by the acquisi-
tion of D that was the subject of negotia-
tions between D and X, X’s acquisition of C
is the same as, or similar to, X’s potential
acquisition of D that was the subject of ear-
lier negotiations.

Example 8. Acquisitions involving public offer-
ings with different purposes. (i) D’s managers,
directors, and investment banker discuss the
possibility of offering D stock to the public
for the purpose of funding the acquisition of
the assets of X. They decide a public offering
of 20 percent of D’s stock with D as a stand-
alone corporation would allow D to raise the
capital needed to effect the acquisition of
X’s assets. One month later, to facilitate a
stock offering by D of 20 percent of its stock,
D distributes all the stock of C pro rata to
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D’s shareholders. Two months after the dis-
tribution, D issues new shares amounting to
20 percent of its stock to the public in a pub-
lic offering (the first public offering). Four
months after the distribution, D acquires the
assets of X. Seven months after the distribu-
tion, D’s managers, directors, and invest-
ment banker discuss the possibility of offer-
ing D stock to the public solely for the pur-
pose of funding the acquisition of the assets
of Y, a corporation unrelated to X. One year
after the distribution, D issues new shares
amounting to 40 percent of its stock to the
public in a public offering (the second public
offering). One month after the second public
offering, D acquires the assets of Y.

(ii) The first public offering is the same as
the potential acquisition that D’s managers,
directors, and investment banker discussed
prior to the distribution. The purpose of the
second public offering (funding the acquisi-
tion of the assets of Y) is not similar to that
of the potential acquisition (funding the ac-
quisition of the assets of X). Therefore, the
second public offering is not similar to the
potential acquisition.

Example 9. Acquisitions involving public offer-
ings that are close in time. (i) D’s managers,
directors, and investment banker discuss the
possibility of offering D stock to the public
for the purpose of raising funds for general
corporate purposes. They decide a public of-
fering of 20 percent of D’s stock with D as a
stand-alone corporation would allow D to
raise such funds. One month later, to facili-
tate a stock offering by D of 20 percent of its
stock, D distributes all the stock of C pro
rata to D’s shareholders. Two months after
the distribution, D issues new shares
amounting to 20 percent of its stock to the
public in a public offering (the first public
offering). After the first public offering, D’s
managers, directors, and investment banker
discuss the possibility of another offering of
D stock to the public for the purpose of rais-
ing additional funds for general corporate
purposes. Eight months after the distribu-
tion, D issues new shares amounting to ten
percent of its stock to the public in a public
offering (the second public offering).

(ii) The first public offering is the same as
the potential acquisition that D’s managers,
directors, and investment banker discussed
prior to the distribution. The purpose of the
second public offering (raising funds for gen-
eral corporate purposes) is the same as that
of the potential acquisition. In addition, the
second public offering is close in time to the
first public offering. Therefore, the second
public offering is similar to the potential ac-
quisition.

Example 10. Acquisitions involving public of-
ferings that are not close in time. The facts are
the same as those in Example 9, except that
the second public offering occurs fourteen
months after the distribution. Although the
purpose of the second public offering is the
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same as that of the potential acquisition, the
second public offering is not close in time to
the first public offering. Therefore, the sec-
ond public offering is not similar to the po-
tential acquisition.

(k) Effective dates. This section ap-
plies to distributions occurring after
April 19, 2005. For distributions occur-
ring on or before April 19, 2005, and
after April 26, 2002, see §1.355-7T as con-
tained in 26 CFR part 1 revised as of
April 1, 2003; however, taxpayers may
apply these regulations, in whole, but
not in part, to such distributions. For
distributions occurring on or before
April 26, 2002, and after August 3, 2001,
see §1.365-7T as contained in 26 CFR
part 1 revised as of April 1, 2002; how-
ever, taxpayers may apply, in whole,
but not in part, either these regula-
tions or §1.355-7T as contained in 26
CFR part 1 revised as of April 1, 2003, to
such distributions. For distributions
occurring on or before August 3, 2001,
and after April 16, 1997, taxpayers may
apply, in whole, but not in part, either
these regulations or §1.355-7T as con-
tained in 26 CFR part 1 revised as of
April 1, 2003, to such distributions.

[T.D. 9198, 70 FR 20283, Apr. 19, 2005]

§1.356-1 Receipt of additional consid-
eration in connection with an ex-
change.

(a) If in any exchange to which the
provisions of section 354 or section 355
would apply except for the fact that
there is received by the shareholders or
security holders other property (in ad-
dition to property permitted to be re-
ceived without recognition of gain by
such sections) or money, then—

(1) The gain, if any, to the taxpayer
shall be recognized in an amount not in
excess of the sum of the money and the
fair market value of the other prop-
erty, but,

(2) The loss, if any, to the taxpayer
from the exchange or distribution shall
not be recognized to any extent.

(b) For purposes of computing the
gain, if any, recognized pursuant to
section 356 and paragraph (a)(1) of this
section, to the extent the terms of the
exchange specify the other property or
money that is received in exchange for
a particular share of stock or security
surrendered or a particular class of
stock or securities surrendered, such
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